GARY J. AGUIRRE 


May 30,2006 

The Honorable Chuck Hagd 

Chairman, Subcoxoinittee on Securities and lavesttneot 

Corojuittee on Banking, Housing and Urban Affairs 

United States Senate 

248 Russell Soiate Office Building 

Washington, D.C, 20510-2704 

The Honorable Christopher J. Dodd 

Ranking Member, Subcommittee on Securities and Investment 

Committee on Banking, Housing and Urban Afiairs 

United States Senate 

448 Russell Senate Office Building 

Wariimgton, D.C. 20510-0702 

Dear Chairman Hagel and R anking Member Dodd: 

One stubborn question kept popping up when SEC officials recently testified before the 
full Committee and your Subcommittee: is the SEC adequately protecting the nation’s capital 
markets and their participants ffom the ri^ of manipulatioii fiaud by the nation’s 11,500 
hedge funds? The answer is no. 

And the answer is no whatever facts you consider. It is no when the SEC fails to 
recognize any hedge fund ftaud or manipulation against other market participants for a quarter 
century: flrom 1979 until 2004. It is no when the SEC feils to protect mutual fund investors when 
billions of dollars are siphoned from their accounts by hedge funds. It is no wheu you compare 
what the SEC is doing and saying about hedge funds with what its counterparts in Europe are 
doing and saying. It is no when the SEC Chair man testifies that hedge fiinds manage $2 trillion 
in assets on April 24,2005, and, three wedts later, the SEC witness testifies the number is $800 
billion less. It is ho when tire SEC fidls to tell your Subcommittee that 35% of hedge fimds did 
not register under its new rule, including many of the super hedge funds. It Is a deafening no 
when the SEC halts an insider trading investigatioii of one of the nation’s largest hedge funds 
because the suspected tipper has povver&l political connections, as they did with the 
investigation assigned to me. 


Who Ami and Vlhy This Letter? 

From September 2004 through September 2005, I had primary responsibility for 
conducting an investigation by the Securities and Exchange Commission (‘"SEC”) of suspected 
insider trading and market toaoipulation by one of the nation’s largest hedge funds. I previously 
litigated securities cases in private practice, have m LLJM focusing on securities regulation, and 
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have published in the fidd I offer my comineats below pursuant to the Lloyd Lafolldte Act in 
connection with the Committee on Bfimking, Housing and Urban Affiiirs (‘^Banking Committee’’) 
responsibility to exeidse oversight judsdiction of the SEC. 

I worked long hours on the investigation with other equally committed staff Among them 
was a thirty-year SEC veteran, the most experienced and respected investigator of suspected 
insider trading. His duti^ included teaching mcoming Enforcement attorneys aird foreign 
regulators how to conduct an insider trading mvestigaiioiL At his retixement party, he told 
Eifforcement Director, Linda Thomsen, in my presence that the investigatioii I headed was the 
most important one he bad worked on in his thirty -year career with the SEC. Another seventeen- 
year veteran—whose e:q>ertise was market manipulatioii and insider trading—told me the same. 
Unfortunately, Director Ihomsen stopped the investigation for polidcal reasons. 

I believe our capital markets foce growing risk from lightly or unregulated hedge funds 
just as our markets did in the 1920s ffom muegolated pools of nroney-then called syndicates, 
trusts or pools. Those unregulated pools were mstnimaital in delivering Ihe 1929 Cra^.^ Several 
years ago, in writing my LL.M. thesis, I read the transcripts of ihe Pecora Hearings and sorted 
through its records at the National Ar<^ves. These are your Committee’s records from another 
time, but they sptsk. to us today? Your Commiltee investigated how "‘pool or syndicate 
mampuladons [drove] prices of market securities up or down as the case may be for the i^ofit to 
the individuals fonning the pools, without regard to the public interest”^ Later, your Committee 
concluded the pools did exactly that? There is growing evidence that today’s pools—hedge 
funds-have advanced and lefi^d the practice of manipulating and cheating^ other market 
participants. It was therefore deeply disturbing when an investment banker, suspected of giving 
an $18 million tip, and his bank were able to stop the invesligaticxL in its trade because he was 
well connected politically. 


The ^Goad Old Umes^Are Back Agam 

Fixing the SEC so it can protect investors and capital roarkets from hedge fund abuse will 
not be an easy tasL Powerful mterests want the SEC to stay just the way it is or, better yet, to 
become even weaker.. Those interests axe not just the hedge funds. They include the financial 
industries that are receivirig tens of billions of dollars iu revenues for helping hedge funds cheat 
other market participants or close their eyes to the cainagc. At the top of that list are the big 
investment banks, e-g., Goldman Sachs, Moigan Stanley, Merrill Lynch and Bear Steams. Those 


^ John Kenneth GALBRAnn, The Great catASH 46 (1997^ aad FURciLKAND PEcojfcA, Wall Street 
Under Oath: THE Story of Odr MODERN Money Changers 3 (1939), reprmted by Augustus M. Kelly (1968), 
at25S. 

^ On October 26,1970, as part of Uie Legiriative Reoigaiiizatio^ Act of 1970 (Public Law 91-510), Senate Rule 
XXY wasmodiii^to asriga jmisdictioa over lobmiaf&in generally to the Bankiiig and Currency CommitteQ, 
which was then reoained the Comirnttee mi Bauking, Housing, and Uibaa Ah&hs. 

^ Out of Grey File—1/27/33—^Mstteia to Be Investigated, The Memorandum from Geo. K. Watson to William 
A. Gr^, (May 16,1932) Pecora CcmiBiittee (National Archives). Mr. Gmy was counsel to the Senate Comniittee on 
‘R anking nod Chuiuocy at die time. 

^ Pecora, siqfra note 1 at 264-265. 
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interests know how to reward fiiends and punish perceived enemies. Their tentacles reach far. 
They stopped the hedge fund investigation I was assigned to conduct. They cost me my job. 

Wall Street’s misuse of influence is nothing new. Ferdinand Peccta sensed this misuse of 
influence when^ on bdbalf of your Conurtittee, he conducted the investigation, in 1933 md 1934 
that led to the adoption of the securities acts and the creation of the SEC. His detailed cross- 
examination of powerful bankers, brokers, and industrialists revealed the ills the securities acts 
were designed to cure. 

Five years later, he warned in Whll Street under Oath: 

Under the sur&ce of the ffl>vemmigntal regulation of the securities market, the 
same fore^ that produced the riotous q^eculative excesses of the '"'wild bull 
marker of 1929 stilt gp^e evidences of their existence and influence. Though 
repressed for the present, it cannot be doubted that, given a suitable opportunity, 
they would sfHingback into pernicious activhy (emphasis added). 

Frequently we are told that this regulation has been throttling the country's 
prosperity. Bitterly hostile was Wall Street to the enactment of the regulatory 
legtslatiozu It now looks fbiwurd to the day when it shall, as it hopes, reassume 
the mgns of its fonner power.... 

The public, however, is sometimes forgetfiiL As its memory of the unhappy 
market collapse of 1929 becomes blurred, it may lend at lea^ one ear to the 
persuaave voices of The Street subtly pleading for a return to the '‘good old 
times.”^ 

I suggest the “good old times” are now back again and the device your Committee designed to 
protect the public investor-the SEC-needs fixing. 

The first step in getting a handle on the risks posed by hedge funds is to separate aaid tag 
them. I believe there are three risks: (1) hedge fund conduct that cheats their own investors; (2) 
hedge fund conduct that randomly cheats everybody else, and (3) the systemic risks such as those 
that surfeced when Loi^ Term Coital Management (“LTCM^ collapsed. 1 will not address the 
LTCM class of risks because it is beyond my eaqjertise and its solution appears to involve 
multiple federal agencies. 

Hedge Fund Fraud Has Tra^lyisdnct Classes of Victims 

There are two different species of hedge fund ftaud. They are easily distinguished 
because each has a different victim. One ^cies victimizes the hedge fund’s own investors^ 
wealthy individuals and institutions. The other species randomly victimizes everybody else. 


^ Pecxdra, supra note 1 at 3. 
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Hedge Fund Fraud against Hedge Fund Investors 

This species of fiaud poses little risk of a severe crisis to the capital maikets for multiple 
reasons. First, the incidence of fraud by hedge funds against their own investors is not 
disproportionately hi^.^ Further, when hedge fimds do cheat their own investors, the character 
of fraud is not unique. Put difr»eirdy» aponzi scheme is a Pomi scheme whether the investment 
vehicle is a cozpoiatioti, an investmeot trust* or a hedge fuiuL That means the SEC has the 
experience to tackle this species of fraud. They have been doing it for decades. Indeed, through 
September 2003, aQ 38 enforc^eot actions tte SEC brou^ against hedge funds over the prior 
four years were exclusively for this class of fraud—hedge funds victimizing their own investors.^ 

Further, hedge fund investors, as a class, are not ea^ targets. They are wealthy 
individuals and institufrons.^ They are more likely to become su^icious when the quarterly 
reports are a bit off If they don’t get the ri^ answers, they are prone to call their attorneys, who 
file lawsuits and call the SEC. Once again, the SEC bmws how to investigafo this kind of fraud. 

Of course, wealthy individuals and institutions have entrusted $2 triUion to hedge funds, 
according to Chairman Cox’s testimony on April 25. That is a big chunk of money, but it is only 
a tiny fraction of the total assets that individuals and institutions have invested in the capital 
maricets. For example, mtitual frinds collectively manage $9.2 trillion.^’ The bond and equity 
markets are more than S40 trillion. Globally, $90 trillion of financial assets are under 
management Thus, by any measure, hedge funds have significant assets, but by no means 
dominate the capital markets. No amount of frmid by hedge funds against their own investors 
could cripple the capital markets* It is too little money. 

From these fricts, the hedge fund industry and others contend that hedge funds need no 
special attention. Why shadde an industry that does so much good for our capital markets, e.g., 
liquidity or risk transfer? Though tiio comments are valid when applied to the first species of 
hedge ^d fraud, they are off the mark when ^plied to the second species discussed next 

Hedge Fund fyaud against Other Market Participants 

This Species of fraud has an easier target and a for greater potential to disrupt the capital 
markets. Its victims have no connection with the hedge fund. They are random victims. Much 
like the victims of a sniper, they never knew what hitfoeam For example, the millions of mutual 
fund investois had no clue that biUions of dollars were being siphoned frx>m their investmient 
accotmts each year by hundreds of hedge funds, as it happened in the recent mutual fond scandal. 
Likewise, the value investo has no clue that an attractively priced small cap is on its way to 


^ Staff Report to die U.S. Securities and Exchange Commissiao, Implications of the Gzowtii of Hedge Funds, at 
73 (Sqitember2003). Available at ht<p://www.sec.gov^ews/studie&/hedsefuads0903.pdf. 

"/dat90. 

^ Howevez; cBortain investois io hedge funds may not meet die weaUiiy individual and institutioiaal standard. For 
example, rpgit^c^ may be needed to pievedt the ^'reutilizaticni” of hedge funds. Also, labor unions and 
imiveisities may be taking on exioessiva risk through their hedge fiind investments, 

Olaiiber Scys JKotrsfis over for Mutual Funds^ Reuters News, May 18,2006. 

“ FACTSQX-Feuters Summft-FiveFuctii obotaHedlgeFiirNh, Reuteis Nows, June 22,2005. 
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baokruptcy via the naked shorting of an $8 hillioii hedge fimd. Similarly, the mo^ sophisticated 
institutionat investor 'will not second guess toe expensive computer model when it begins 
blinking sell on XYZ stock because it has become overpriced How could that investor know 
several hedge funds are biding up XYZ stock because they have been tipped by an investment 
bank escecutive that Ooogle will nxake a tender offer for ^Z at a 50% premium to its current 
stock price? 

The use of invisible fiaud and manipulation is nothing new. It was just as invisible in the 
1920s when banks and brokers employed the same devices to cheat the public. Pecora described 
why the public could not detect their use in the 1920s in words that zing true today: 

The Public was always in toe dark. It could not tell whether sales were due 
merely to the “fiee play of supply.and demand” or whether they were the product 
of manipulated activities.. Jt all looks alike on the tidceK Nor did toe public have 
access to the inside h^CKrmafion on vtoich the officers; toe directors and toe 
dominant shareholders act (emphasis added).^^ 

In toe Darwinian hedge fiind world, cheatiug c^her marked paiticipaiits helps growth. It 
increases the profits to the hedge fimd’s wealthy individual and institulianal investors. Those 
happy folk tell their friends. New money increases assets tinder management The hedge fund 
takes 2% of those new assets plus 20% of any profits those assets generate. If a manager can 
maintain that track record^ he may join a very exclusive dub. The top twenly-five hedge fund 
managers intoviduaUyinai^ between $130 million and $1.5 billion last yean The key to getting 
m investee to plunk down $500;^000 to $50 million suiject to the 2% and 20% hedge fund take: 
“As long as the peifaiinazice is xxjp toere, in the end the investors do not care about the high 
fees”^ 


It also works toe other way. A hedge fond manager may find bis investors heading for the 
door. The profits at rival foods are a couple points higher. Rumors circulate that the competition 
found a way to siphon funds from mutual fond accounhs. To suorvive, a hedge fund must learn to 
siphon. One aftex anotoei; others join the process. Fortune Mag^ne gives a colorfol and 
insightful account how the market timing and late trading spread like a virus fiom one hedge 
fond to another until it infected mom than 400: 

Eddie Stem’s saga is the untold tale of the maiket-timing scandal: where the 
practices were conceived, how they took hold, and how they metastasized fiom a 
benign cat-and-mouse game to a sophisticated gambit in which hedge fonds slung 
around billions, compromising an entire industry. “It was like a little brotherhood 
of people ytbo embraced this nidie in life,” says Brown, “a whole grotesque 
industo growing up based on screwing small investors. Ifs about as bad as it 


PBOORA* japmnote 1, at267. 

.fenny AndeiSOO, Atop Hs(^e Funds, Richest of the Rich Get Even More N.Y. Toces, May 26i 2006 at B1. 

Peter Elkind, The Secrets of Eddie Stern; JfYou Think You Know Hew Bad the Mutual Fund Scandal Is, You’re 
Wrongr It*s Worse, Fortune April 19,2004^ at 106. 
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It is of course easier to cheat other market participants if you're not being watcdted. The 
new SEC registration requirenient puts a dim light on hedge fund operations, but even that light 
is too much for many. According to one credible source, 35% of the nation’s hedge funds have 
circumvented the SEC’s new rule.*"^ These are not just small fty. Six of the ten highest paid hedge 
fund managers for 2005 are with hedge funds who did not register in February with the SEC.*^ 

This species of fraud—victimiring other market participants-also operates under the 
SEC^s radar, hi feet, it went completely undetected by the SEC until September 2003, and, even 
then, it was not the SEC that discovered it Rather, a state attorney general announced the hist 
case and settlement involving a hedge fund that had used the market timing and later tcading 
devices to siphon funds from the accounts of unsuspecting mutual fund investors. After two 
critical GAO reports and an equally critical Cougr^s, the SEC went after hedge funds and Iheir 
helpers with a vengeance. Beyond tiiis, as diseased below, fee SEC—"ihe cop on fee stieelf*— 
does not spend much time waUdng this beat 

Bedgefunds^ Dominance of the Capltaf Markets Creates the Power to Abuse Them 

The potential harm that hedge fends can inflict on ofeer market participants has no real 
limits. Hedge fend trading now dominates fee nation's capital markds. The $2 trillion under 
hedge fend management are on steroids. They recycle at hi^ velocity through fee markets. 
With that $2 trillion, hedge fends execute up to percent of the d^y trading on fee $21 
trillion New York Stock Exchange.^^ They also do sevenly percent of fte trading in the US 
distressed debt market, US eacdbange-traded. fond market^* and the convertible bond market 
The same picture is emerging m the derivative maike^ Patrick Paddnson of fee Fedea:^ Reserve 
testified at the May 16 hearing: "The active trading by hedge juruh has contributed sigDificantly 
to fee extcaoidinary growth in past years in the maikef for derivatives (emphasis added),” So far, 
hedge fends have dominated these markets with fee $2 trillion they collectively manage. But that 


^ ^Greeobefg Tmurig. A New Yoik law tinn with a laige hedge fimd practice^ estimates that 35 percent of all 
hedge flmds legally avoided legtstiatiozi, meaumg Ihere could be thousands more hedge fimds than even the SEC 
calculates*'* Dane Hamilton, VS SEC says to target ‘"high risk*’ hedge fluids, Reuters News, May 3,2006, 

The tea most hig^y-paid he(%e fimd managers were tdendtied in Andrew Willis, H^ge Fund Managers 
Scale New Pqy Heights; Hi^Water Mark Is Now SL5 Billion in Suni^ Finds, THE GuDBE AI^ 

Mail, May 27, 2006. Of feosa ten, T Boone Pickens (BP Capital Management), George Soros (Soros Fund 
Management), Steven Cohen (SAC Capital Advisors, Paul TUdor Jones (fedor Investinent), Edward Lampert (ESL 
Investments), and David Tepper (Apj^oosa Management) are all managers of hedge flmds that did not register 
under the new SEC rule, 

A Review of Cuireiit Securities I^ues; Hearings Before the Sen. Comm, on US Senate Committee on 
Bankings Housing and Urban Affairs, 109* Cong,, available at bttp•i^anking.seIlate.gWmdexc&l?^ 
actionpHearhigsX^etBil&fiearmjg^^ (20QQ (statement of the Hon. Cfaiistopher Cox, Chairman, Securities and 
Exchange Comimfision). 

'^Aithoug)i» hedge^fund assets only ainouiit to an estimated 5% of investoient funds world-wide, they account 
for roughly balf the trading on the London and New York stock exchanges.” Edward Chancellor, Hedge Funds 
Todenr: So I^ckMo/uo^ So Little 7hlent,Tbe'Wdil SL I., 2005, atAlO. 

ffedg^ Fmds^H^ Contribution to Investment Benks, Flmds hiteinatkoial April 18,2005, LEXIS. 

UPDATE l-Seuters Summit-Hedge funds see m big regidcttory threat, Rjenters News, June 22,2005. 



-7- 


Ma730,2006 


is chaaging too. The SEC projects the hedge fond asset base will iacrease from $2 trillion to $6 
trillion by 2015.^® 

This trading is the matrix for a friture finanirial crisis. The trading generates huge 
commissioiis and fees to mvestment banks and brokers. That revenue flow gives hedge funds 
influence with both hookers and investrowit banks. The Economist eacamined this growing 
influence in an article last year: 

At a lime when mutual and pension funds have become ever more reluctant to pay 
the tiaditLcmal five coats a share for trades^ hedge funds pay up to four times that 
amount if in the process they can receive good ideas or particularly effective 
execution.... 

And trading is just the begmmng for banks. Hedge funds want hot issues, 
structured derivatives, maigin, stodc-lending for short sales and the equivalent for 
fixed'income, clearing and settlemeni; customer siqjport and marketing. The 
money coming from all these transactions and fees is erK^rmous....Althou^ there 
is some overiap in the numbers, investment banks collected $15 billion either 
directly fiom h^ge funds or because of them, producing $6 billion in profits. For 
individual firms, hedge funds were critfoal to last yeaf s performance. They 
produced oneH^uaiter of 

Goldman Sachs's profits, estimates Guy Mos 2 ikowski of Merrill Lynch, and only a 
slightly smaller slug of l^igan Stanley’s returns?^ 

The i^eime from hedge fiinds to mvestment banks was $25 billion for 2004.^ Since hedge fund 
assets under management continue to grow exponentially, hedge fimd revenue to mvestment 
banks will do the same. Consequently, hedge fi^ influence with those banks will continue to 
growas wdL 

An investment bank can help a hedge fund make and letain illegal profits in multiple 
ways. For example, in its prime broker role, its computers may be programmed to miss illegal 
hedge fund trading, e.g., naked shorts or wash trades. That appeared to be the case with the prime 
broker in the investigation I headed. Investment banks can also pass along illegal tips obtained 
from public companies and other sources through their traders and executives to grateful friends 
at hedge funds generating significant bank revenue. 

The United Kingdom’s Financial Services Authority C¥SA”) expressed concern in June 
2005 that hedge fimds were getting more fiom mvestment banks than the contacts specified. 
According to the FSA, “insider trading is now institurionalized” because of the flow of tips from 


Role of Hedge Fawfi in our Cc^ftai Markets: Hearings Bffore the Sen, Suhcomm. on Securities and 
Imestmetit, 109*^ Cong., available at bt^:/^aiikiug.senate.gov/iiidexcfer?FitseaQUon=^Hearmg3J^ 
&Hearmgn>=208 (2006) (statement of Susau Vi^derko, Dbecior, Office of Live$tor Education and Assistance). 

The New Money Men - Hedge Futids^ The Economist February 19,2005 (U.S. Edition). 

“ Morgan Stanley Tap Hedge FtatdRrmeBroksr-Siayey^ KeuteisNews September 29,2005. 
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investment baiaks to hedge fiinds.^ That same months the PSA also observed that hedge funds 
were: ^^estmg the boundades of acceptable practice with respect to insider trading and market 
manipulation/’^ 

TTie Financial limes explained what motivated the new institationalized form of insider 
trading: 

But the hedge fimd worid has lemained an insider Wild West InfbimatLon has 
been leaking across diffiitnt departmcnls of &nds and between diffeo^ markets 
- sometimes apparently aided by banks» which have every temptation to curry 
favour with the funds, given how much revenue they generate. As a result—and as 
the PSA recogrdzes-many recent UK cap^ mark^ annoimcements in London 
have been heralded by prior price swings. 

According to the PSA, had uncovered signs of msider dealing at almost a third of British 
M&A deals, with possible cu^ts iificluding traders at hedge funds and investment banks.’*^ 

Hie illegal flow of insider infomiadon fiom investment banks to l^dge funds was the 
primary focus of the hedge fund investigatioii I headed Senior SEC officials halted the 
iavestigadorv as I was told because the su^>ected tipper had powerful political connections. 
Indeed he at the highest level When I raised the propriety of that decision with the most 
senior EnfbrcmLent, officials, they fired me. When I apprised Chairman Ccoc of these events, he 
did not lift a finger. 

Bow Influence Peddlers Sio^d a Cridcai Hedge Fund Investigation in Its Tracks 

The investigation was two-pranged The insider trading prong involved tfao securities of 
twenty public companies. On eighteen occasions^ a Self Regulated Qiganizatioa C^SRO^) had 
refert^ the suspected msider trading matter to the SEC after conducting its own mvestigadon. In 
each case, the hedge fiind traded shortly befine a public anDDuncemeot sharply mcieased the 
value of its new holding, hi all but two cases, the hedge fund made at least $1 millioiL Some 
referrals involved much larger profits. In two cases, evidence suggested the tip may have come 
fiom court personnel. In five cases, the hedge fond made highly profitable trades shortly before 
public announcements of acquisitions.. In two of these cases, evid^ice indicated the tip h^ come 
fiom an investment bank. 

The second prong of the investigation—market naaiiipulatioii--mvolved two classes of 
suspected violatioDs: wash sales and naked shorts. Some of my colleagues believed this prong 
held a greater potentitd to severely injure the coital markets. Evidence indicated that hedge 


^ Richard Fletcher, Targeted: The hedge fund msider dealers, SUNDAY Times (Londge) Jane 19, 20Q5, at 
Business 11. 

^ James Diumioond, FSd Names Head of Hedge Ftfnds Unit, Fin. Thnea (London) September 20,2005, at 6. 

^ Martin Dickson, Insider Heading, Fin, Itmes (London) June 24,2005, at 22. 

^ Geiurd UPDATE 1-Reuten Sammit-UK to Prche for Hedge Fmd Market Abuse, ReutCTS News, April 
4, 2006. 



-9- 


May SO, 2006 


funds u$ed wasli sales to spike stock prices just as unregulated pools used wash sales to spike 
stock prices in the 1920s?^ The investigatioii of both wash sales and naked shorts led to the 
hedge fund’s prime broker^ a large investment bant 

By May 2005, one of the insider trading matters dwarfed all others: the hedge fund’s 
trading in two companies just before the announcement .of a cash tender offer by one for the 
other at a 50% premium over the last trading price* The hedge fond profited by $18 million in 30 
days. The evidence suggested that the hedge fiind’s CEO acted on an unlawful tip in directmg the 
hedge fund’s trades* But the question remained: who tipped him? In May 2005, Branch Chief 
Robert Harti^zi, directed me to spend all my time on the one matter and focus on finding the 
tipper: Accordingly, beginning in May 2005,1 searched through millions of emails and other 
records for clues indicating who tipped the hedge fund CEO and, in June 2005, questioned the 
hedge fund’s CEO—the srispectedtippee-^onthis issue. 

By mid-Jiuie, growtog evidence pointed to one person; the foimer CEO of a large 
investment bank. The suspected tipper likely knew about the tender offer, spoke with the hedge 
fund’s CEO just before he began to trade, profited by the trades, and had other personal and 
financial motives for tipping the hedge fund’s CEO, The two suspects trusted each other, did 
financial &vors for each other, and exchanged stock tips. The evidmce yielded no other viable 
candidates. 

My supervisors enthusiastically endorsed this fectual theory of the evidence. On June 
14,1 briefed Branch Chief Hanson and Assistant Director Kreitman for one hour on the insider 
trading investigation, including the evidence that pointed to the suspect as the likely tipper. After 
which, they authorized me to present this same ftctual tiieory and evidence to the FBI and the 
US Attorney’s office in New York, as the first step toward a possible diminal proceeding against 
both suspects. Accordingly, at a meeting the next day, I presented the information to an Assistant 
US Attorney and two FBI agents. 

A few days after the meeting, I informed Branch Chief Hanson that I intended to issue 
subpoenas for the tippex’s examination and key documents. He first reacted positively to the 
suggestion. But a few days later, to my surprise, Hanson abruptly reversed course. Hanson 
blocked the issuance of subpoenas for the suspected tipper’s testimony and records, stating that it 


Suppose, for example, you were a pool operator and the omreot quotation for the stock in which 
you were operating was $40, and you wished to raise Ihe quoted price \ritbout lunning any risk If 
you were allowed to use the “wash sale” technique, it would simply be necessary to offer to sell a 
quantity of the stock at say, $41, and at the same time arrange either tbrou^ the same or a 
di&renE broker to buy the iimtical stock you were offining to sell. Thexe would, of course, be no 
real change of osvneiship; it would simply he selling to yourself. 

The public, however, would know nothing of ibis. All it would see would be a statement on 
ihe ticker ‘UOO shares blank stock sold at $41.” There was nothing to apprise the observing public 
that the price had really not advanced $1 on the open market, but that the quotation of $41 was just 
so much camouflage “ 


PecorA, supra note 1 at 264-5. 
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would be difficult to obtain tbe authority to issue the subpoenas because the suspected tipper had 
powerful political connections. 

Immediately after Hanson’s comment^ external .interfereace with the investigatioa 
became evident. A high-powered attorney Maiy Jo White> bypassed the noimal protocol of 
discussing the investigation with the assigned staff attorney. Instead, she went directly to 
Enforcement Director Linda Thomsen, de^te the Director Utomsen had no prior 
involvemeDt in the case. For tbe first tinie> senior staff left me out of meetings when they 
discussed the case. Associate Director Paul Berger-whn had very limited knowledge of the 
facts-emphatically stated in my presence that no case would be filed against the suspected 
tipper, but gave no reason or clue for his decision. Emails between the suspected tipper and 
tippee that I had subpoenaed fiom investment banks were ddiveiod by lAsacy Jo White to 
Dhector Thomsen. Iliat bad neves’happened before in the 100 subpoenas I had issued. My 

supervisors, who had strongly supported the case only two weeks before, became angry and 
defensive \iriien. I tried to discuss the issuance of the subpoenas. 

Most confounding, 1 could not understand how senior SBC officials would authorize me 
to meet with ihe FBI and the US Attorney to initiate a crmmal investigation and then, two weeks 
later, block the issuance of civiJ subpoenas for die suspected tipper’s testimony and key 
documents. The only significant occurrence between those two events was the decision of the US 
Attoniey and the FBI to bq^ looldng into the matter 

From June until September 2,2005,1 infonned every link in the chain of command 
fiom my branch chief to the SEC Chairman in over thirty writt^ comiminications of the special 
and jhvored treatment my supervisors giving to the suspected tqiper. By way of example, 1 

enclose a redacted copy of Ite letter 1 &xed to ChaiTman Cox on September 2,2005. Q never got 
a response. Neither Chainoan Cox, nor Director Thomsen, nor Associate Director Beiger ever 
questioned why the investigation was stopped. 

If you wish to know mote details how the SEC stopped the investigations, induding 
supporting evidence, the identic of the suspected tipper and tippee, and the tipper’s political 
connections, you may find this information in the 42-page sworn statement and 46 siq>porting 
exhibits I provided Kathy Casey, Esq., Staff Director and Cotmsel for the Senate Banking 
Committee, in mid-March 2006. 


My Termination 

On August 4,2005,1 sent the toliowing email to Director Thomsen: 

Do you have an open door policy? 

If so, doyou recall Hilton Foster ^comment to you abotft the most fn^rtant case 
he handled in his 30 years with the Commission? [As discussed earlier, Mn Foster 
rotitinely taught incoming enforcement staff and foreign regulators how to 
conduct an insider trading investigation. He woriced with me on the investigation 
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from October 2004 until he retired on June 30, 2005.] He wanted me to talk to 
you about it It was nearly killed 5 months ago and is now moving in circles. 

It could change the financial markets—make them a little more hospital 
[hospitable] for investors, small or big, who do their home work rather than buy 
mformation with favors 

The following day, my branch chief told me that senior staff would reconsider my 
recommendation to take the suspected t4)per''s testimony aflei he and I returned from vacation in 
September. I went on vacation two weeks later. On September 1, while on vacation^ senior staff 
fired me. 


Afy SEC performance evaltiations 

Until I questioned the suspected tipper^s special treatment, my supervisors found my 
work met or exceeded all ^licable SEC standards. They certified my perfonnance met all 
applicable £nfr>icemeat standards for a staff attorney in June 2005. In midJunc 2005, Assistant 
Director Kieitman gave me his highest unofficial award for excellent work on the investigatiorL 
Later JunC:* Branch Chief Hanson prepared his assessment of my 2004-2005 performance for a 
possible merit step increase. Just befbie the controversy over investigating the suspected tipper 
arose, Hanson praised my work on the hedge fiitid investigation, stating: 

Gary has an unmatched dedication to this case (often woridng well b^ond 
normal work hours) and his efforts have uncovered evidence of potential insider 
trading and possible manipulative tiadiiig by the fund and its principals. He has 
been able to crvenKmte a number of obstacles opposing counsd put In his path on 
the investigation. Gary worked closely with the Office pf Compliance Inspections 
and Examinations to develop the case and worked with several self-regulatory 
oiganizations to develop a number of potential leads. He has gone tiie extra mile, 
and then some. 

Consequently, on August 21, 2005, the SEC approved my two-step merit increase based on my 
handling of the hedge fund investigation. The SEC terminated my ci)q>loymeQt eleven days later 
on. one day’s notice. According to the SEC union president, the SEC’s decision in my case to 
award a merit pay increase andtiten terminate my employment is tmprecedentecL^^ 

SECIs Dismal Record Protecting Market Participants from Hedge Fund Fraud 

How the SEC Learned Hedge Funds Cheat Others; the Mutued Fund Scandal 

For twenty-five years, fiom 1979 to 2004, hedge fund fraud and manipulation operated 
under the SEC’s radar. The SEC brought no cases against hedge funds for manipulation, insider 


^ hfichae! Clampitt is presidecDt of National Tixesmy Employees Unioji Chapter 2d3, the only SEC employees' 
unioa. You may reach him at 202-551-3434, his office at the SEC. 
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trading, or fraud directed against other market participants.^^ During this period, the SEC 
recognised only one species of hedge fund fraud: that committed by a hedge fund against its own 
investors?^ The SEC first publicly recognized that theie were two classes of hedge fund fiaud ixi 
July 2004. Its proposed rule requiring hedge fiinds to register noted: ^Since the staff report [of 
September 2003], a new species of hedge Jundfraud has been uncovered (emphasis added).”^^ 

So, bow did senior SEC officials ^uie out after 75 years that hedge funds were also 
cheating other market participants? Weil, as amatter erffeet, they didn’t A state attorney general 
announced the settiement of the first case involving a pattern of hedge fund fiaud on other 
market participants. It was the first hedge fund caught for pilfering mutual fund accounts, the 
invesiment vehicte of choice for tens of millions—the classic small investor. As for the SEC— 
cop on the streef —it caught nofhh^. 

But it gets worse. The SEC did not simply miss the feet that half the largest mutual funds 
in Ihe nation, vhich the SEC regulated, were participating in the scam. It did not merely the fact 
that seventy percent of brofcas executing the trades, who the SEC also regulates, knew 
customeis engaged in madeet timing. No, it’s worse. On April 28,2001, Peter Scamiell, a mutual 
fond en^oyee, and his attorney paid a visit to the SEC^s Boston office, explained the scam and 
offered stq)porting records. The SEC brushed him According to Mr. Scannell, “h took 
seven exchanges with his lawyer bdfore tiie SBC staff met with fainL” SEC investigators then 
reacted wife ‘^disinterest whm he explained bow the mutual fund permitted late trading and 
market timing. Later, Mr. Scamiell mesented the same evidence to Massachusetts Secretaiy of 
State, who acted on his disclosures.^ Massachusetts settled with the mutual fund that employed 
Mr. Scannell for $193 milUorL^ 

Bid that recovery was just a fe^meait of the that hedge funds ripboned fit>m nuitual 

fund investors. The total cost to mutual fend investors was staggering. According to Tiine 
Magazine, ‘‘Academics estimate that late trading costs Investors $400 million a year and market 
timing $4 billion to $5 billioiu''^^ According to The Wall Street Journal, "OHJedge fiinds ...re^ed 
the lion’s share of gains from the [unlawful] trading/*^^ In March 2005, the SEC was 
investigating 400 hedge funds for their partidpation in the scant 


^ As late as September 2003, Uie SEC staff r^>art cm hedge founds described its effiuts to police hedge fimds: it 
identified 38 enfoicement actions brou^by the SEC &oin 1999 to September 2003. (ImplicatioiiSj supra note 2 at 
90.) All of those cased involved the same type of hedge fund baud: fraud by hedge that victimized their own 
investors. But 1999 is an aEbitniry cut off date, hi searing timugh Leris fiom the present to the past, fie first case 
I could find where the SEC had filed an enforcement action agamst a hedge fimd fiir causing iiymy to anyone other 
than hedge fund investor was SEC v. Howard Associates er aL, 1979 SEC LEXIS 2362. 


30 


M 


Registration under the Advisers Act of Certam Hedge Fund Advisers 17 Fed. Reg. 45175 (My 28,2004), 
available athttp://www.sec.gov/ndea4)TOposed/w-2266.p^^ 

Jeffrey Krosner, and Andrew Caffrey, SEC Mssed a Chance, in its JProbe of PiOnam, BOSTON Globe, 


November 16,2003, at Al. 

^ JolmHoclwn^, How One Call Taker Sptirredthe Putnam Mtuud-Fwtd Case, WALL Sx. J. October2S, 2003, 
alCl. 

Top Verdicts Sl Settlements of 20Q5. Massachusetts Lawyers Weekly January 16,2006. 

Jyoti Thottam, Are They AU Crooked? The Answer h but the k£utual^Fimds Scandal Is about to Get 
JVorse IIere*s Hew to Si^egaardyourlrwestments, TIME MAGAZINE November 17,2003, at 54. 
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The SEC Also Failed to Catch the Helpers—Yet Another Industry it Regulated. 

Hedge funds could not have sidmined mutual huid accounts without help. That is just 
what they got &om the brokets the SEC also mgulates. ‘‘Thiriy percent of the brokerage firms the 
SEC surveyed helped clients mask nwket-timing trades, either by breaking up big orders or 
creating special accounts to hide identities.** On top of that, ^0 percent of the brokers said they 
were aware that some of fhdr customers were timing the market.**^^ They just looked the other 
way. The SEC survey showed that 25 percent of brokerage companies allowed late trading.^* 
Late trading occurs where a hedge fund puts in a trade after the funds’ 4 p.ra. cutoff^ but gets tiie 
pre-4 pah, price. Some have likened it to betting on a horse race after it has been run. Some of 
those brokers who helped hedg^ funds pilfer mutual fend accounts were the brokerage anus of 
large investment banks like Bear; Steams, & Company, Merrill Lyndh ^ Company, and CISC. 

To sum up, the SEC was oblivious that hedge funds cheated other market participants for 
25 years. The SEC sotodbow overlooked a hedge fond scam that cost mutual fund investors 
billions of dollars per year. The scam was e(x:ecuted for years with the participation of two 
industries the SEC also i^hhites: mutual fends and biokm. It wouldn^'t listen to a whistler 
blower who was armed with the facts. Eventually, like the public, the SEC learned about the 
scandal a state attemey general announced a $30 million settlemeat How has the SEC 
done since then to detect hedge fund fi^oid that victiiuizi^ other market paitici^^ 

The PIPE Cases 

Over the past year, the SEC has hiou^ three cases for anew type of hedge fund fiaud 
that victimizes other market jiartidpaiits.^^ All throe involved a very specific form of insider 
trading. The facts follow the same pattern. A public company decides to raise money by making 
a private placement of its stock with the intent to register the stock a few months later. This is 
comiDonly known as a private investment in public equity or PIPB. A hedge fund agrees to 
puichase stock tbrou^ the placement The hedge fend also knows that the public amiounceinoat 
of the PIPE will duress the market price of the stock. Knowing that, the hedge fond shorts the 
company’s stock and covers it wife the private placement for a quick and sure profit. In 
executing the short, the hedge fund acted on mate^ nonpublic information and violated the 
securities laws. 


Brooke A-' Masters, SEC Finds Illegal Fund Ttctdmg; Surv^ Discloses After-Hours Deals, WASIL POST, 
November 3> 2003, at4t>i. 

^ Andrew Caffiey, NASD Frobing Fund Trading Dosens cfBrokers, Securities Firms Facing Inquiries, Boston 
Globe, November 12,2003, at El. 

SEC « Deepha^en Capital Mgmt, LLC and Bruce Lieberman, SEC Litigation Release No, 19683 2006 (May 
2,2006); SEC v. lar^l^ Partners, UP., North Olmsted Partners, LP, Quantico Partners, U*, and Thorp, 
SEC T.ftigatinin Release No. 19607, ^farch 14, 2006); and SEC \l J^lary 1. Shane, SEC Litigation Release No. 
19227(Mayl8,2005). 
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Once ag^i]Q« the PIPE cases demonstrate the same old SEC enforcemeat patterns, lire cop 
oa the street—the SEC-did not detect this pattern of insider trading. Kather» it was detected by a 
$100 billion mutual fond and the evid mce was then handed over to SEC officials."^ 

In handling the PIPE cases, tl^e SEC again wore blinders. It does not look for the bigger 
picture. The SEC has 27 PIPE cases; ijt has filed ttuee; it is investigating 24 others."^^ In short, the 
PIPE cases (knionisliate a pattern o^' hedge fund fiaud against other maiket partictpants for 
rnsider trading. This raises the obvion i question: If hedge funds are willing to trade on nonpublic 
material information in one situatioD„ might they not be doing the same in others? For example, 
are they getting tips fix)in investmert banks of pending acquisitions before they are publicly 
aoncmnced? Do hedge funds have ted niques for obtaining tips, e.g., next quarter’s eamings fix>ni 
public companies before they are pdblidy announced? 

The SEC should be able to cb dc tor this. It receives a constant flow of suspected insider 
trading lefetzals fobm SROs. The KASD, NYSE, and AMEX all have market surveillance units 
that track the madcet daily for sufpicious trades, including insider trading."^ When their 
computers detect suspicious trading, the SRO’s staff does its own review and, if the trading 
appears suspicious, refers the matter to the SEC. Many of those referrals involve hedge funds 
suspected of indderirading. 

But that system breaks down when it comes to hedge fond referrals. They are rarely, if 
ever, investigated. The investigation I conducted was an anomaly. The right person at intake 
found the ri^ senior EEC o£5d^ Tliat matter was assigned to me. I then found 13 other insider 
tradmgre&nnls on the same hedge find involving IS pubEc companies that had been gathering 
dust None had been investigated ottu f than a cuisozy review. No one bad looked at the refeixals 
collectively for any patterns. I contend and met with the head of market surveillance at the 
SRO that cxdgbated most of the refe lals. He opined that a class of hedge foods was ronlinely 
getting unkwM t^s fo)m mveslment baidss. Accordir^ fo him, for the iiwestment banks, ^it 
the only game in town.” This was seven monfhs before the FSA began saying much the same 
thing in the UK. He singled out the liedge fund 1 was investignting, saying they were “just too 
lucky” Chrer the next few months, SP Os sent me fom more insider tcading refolds on the same 
hedge fond. 


^ The focus on Pipes was prompted in Tart by complamts fiom a large mutual fend whose traders had noticed 
a paiaem in which smaU-company stocks wc idd i^hne m advance of a ccmipaziy's annpunocment of a Pipe deal, 
according to people femlliar with the mattorJ ’ Susan Pulliam, Stock-Th^d/)^ Cheats Are in the Cross WALL 
St. J., July 8,2004, at Cl. “For Bradley, who gave the SEC a list about 1? months ago of companies whose stock 
Eoight have traded kregukrly alter a PIPE de d, said feere appeared to be a concerted efTort to spread Mormatioxi in 
the nuoket in an unaudited Heibait 1 ffedjg^ Fund £fntma Messaging Should ISfe Scrutinised, Reuters 
Kews May 24,2005. 

^The investigatioii is believed to involve more than two dozen investment funds and already has resulted in 
some scrips. Regulatois axe looking into allegations of stock TnanipiiTFitioii by hedge lauds, which are big investors 
in PlPHs.^^ Neal Sl Andumy Deep ffoivn totwng Funds in SEC Investigation, Star Ifibune (Mhme^lis, MN), July 
6,2005, at ID. “[T]he U.S. Securities and Exph^ge Comniissioa Is mvestigating 20 instances in which hedge fends 
may have used infermation to profit upcoming stock offerings, according to people fiuniliar wife the 
matter.” Susmt PuBiaiUi SEC pumps jq> hedgejuru^probe, WALL ST. J., July 8,2004, at B10. 

^ Paul B. Uhlenhop^ Managing Fegulat^ry Jbtfiestigatiints and Eramifiatiom for Cause in S&P'Si. THE REVIEW 
OF SECURmes & ComMODIUBS RegulatIOM (The McGraw-Hill Companies. Ihc 2001). 
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The institutionalized fonn of insider trading by hedge fiinds insidiously erodes the 
integrity of the stock markets. The concept is best Uluslrated with an analogy. Imagine a sports 
arena with ten thousand small boxes oiganized in rows on the arena floor. Each box contains an 
egg: some are Fabeige, others gold, others silver and on and on gradually to the rotten eggs. Egg 
buyers-some sophisticated; some not-carefuUy inspect the exterior of flie boxes for clues to 
their contents. None may pe^ inside. The inspection ends at 5 p.m. All egg buyers exit the 
arena, notes in hand, ready for tomorrow’s anctioiL la the early hours, a security guard allows a 
team of buyecs to enter the arena, op^ the boxes and survey their contents. The public 
auction of the boxes begins at 10 a.m. sharp, ^th their survey notes, the early morning team 
pays richly for the boxes containing foe Faherge, gold and silver eggs and crafty avoids those 
with lesser Value. The sophisticated egg buyers are puzzled why their boxes never contain the 
prized eggs. 

My point is fois: those foat use insider trading cheat all investors-lhe most sophisticated 
institutional investor and the small investor alike. They cherry pick the market an^ in so doing, 
tmdenuine the integrity of the capital markets. They rig the game. One senioir executive of a $97 
billion mutual fond put it this way: “For the last five years, the hedge funds have gotten a firee 
pass,;,if s damn well time that theyte held accountable to the c^tal market rules, which were 
created to jEOtect cQmx)ames and investors to know that the game isn’t rigged.”^^ For foe 
sophisticated investor, there are two options: continue to be victimized or join the e^ly morning 
team. 


The SiibcontmiUee Searing on theRok o/HedgeFunds in our Ct^^UdMarkets: 

TkeSEC^ Golden Moment to TeU Sow SPoBces for Sedga Fund Abuse 

Several senators questioned SEC ofiScials at recent hearings whether the SEC has taken 
adequate steps to protect the nation^s capital markets fiom hedge fund ^use. Senator Sarbanes 
asked Chainnan Cox whether the SEC even has the ability to do so. These questions echo 
growing concerns fiom many quarters about hedge fond risks. Last week, for example, the 
governor of Utah signed a bill imposing fines on brokers who pennit naked shorts, a fovorite of 
hedge funds.^ In April, the FSA announced foe opening of an investigation on possible market 
abuses by the hedge fond industry, citing evidoice of insider trading in one third of acquisitions 
involving public companies in the 

All this created a golden moment for foe SEC to lay out exactly what it is doing to protect 
the nation’s capital markets fixmi hedge fund abuse. For example, some senior ofiScial—with a 
bird’s eye view of the tcendies-could have described the complaints and SRO referrals to the 
SEC and then gone onto explain how foe SBC is tackling them. 

But this of course is not what the SEC did. Instead, it sent its Director of Education, 
Susan Wyderko, to explain the SEC’s response to the hedge fond challenge. Thou^ no doubt 


^ supra, J 10 X& 40. 

Paul Foy, Viak Governor Signs Bill that Has Wail Street Brokers Gp in Arms^ Associated Press, May 26, 
2006, Business News 

Wynn, supra note 26. 
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well qti^lified as an education director, she was not the best choice to testify on hedge fund risks 
to the capital markets. Not surprising, she was tmable or unwilling to answer relevant qnesdons- 

Still, the SEC did submit written tcstunony on her behalf that was likely pr^ared by 
soiDieone in Enforcement ^noiliar with its pending hedge tbud cases. That testhnoiQ^ cited three 
‘‘recent significant cases” to demonstrate t^ SEC Tias taken appropriate remedial legal action” 
against hedge funds for maiket abuse."^^ Ihat was a sign of hope: those cases might reveal some 
shrewd detective work by the SEC in finding and stamping out hedge fimd abuse. 

Un&rtuiiately, they do not The first is a classic market tuning-late trading case.'*^ The 
second was a classic PIPE case.^® If citing these cases means anything, it means the SEC has 
found no new pattern of hedge fund abuse. 

That leaves the SEC’s handling of the third case, which would be funny, if it was not so 
sad for market pardcipants who rely on the SEC to do its job. bi that case;, the media began 
detailing the transparent scheme of Scott Sacane and his hedge fund to manipulate two small 
biotech stocks in July 2003."^^ It continued to do so for more than two years until the SEC finally 
filed its enforcement action in October 2003. That complarnt rehashes the same story the Wall 
Street Journal publiriied two years earlier. On July 30, 2003, the Wall Street Jo urnal published 
this account of Mr. Sacazie’'s trading: 

Thursday, Mir. Sacane disclosed that his health-care fiind... "inadvertently” 
had boi^ht a mqority stake in a small medical-products cazupany called Aksys* 
Monday, Durus filed that it owned 77% of Alcsys, whose stock has been 
plummeting for days on the news. Mr. Sacane insisted that the investment is 
passive. 

But Mr. Sacane, who declined to comment, didn't stop his “inadvertent” 
buying there. He also “inadvertently” bou^t a 33% stake of Esperion 
Therapeutics.^ 

So what exactly did the SEC uncover over the next two yeai^? Its complaint alleges; “The 
statement [Sacane^s purchase was inadvertent] was false because the Sacane Defendants knew 
about iheir Aksys stock purchases all along, and those purchases were not inadvcrtenL”^^ How 
could it take two years to deduce the same point any reader of the Wall Street Journal article 


^ Role of Hedge Funds in our Capital Markets'. Hearings Before she Sen. Subcomm, on Securities and 
IrD/estmem, 109^ Cong., 7-5 available at htip://baiikmgsejiate.gov/_jHea/^ (2006) (WWtten testimony of 

Susan Wydeiko, Director, Office of lEvestor Education and Assistance, Securities and Exchange ConiDaission)^ 

In the Matter of Millennium Partners, LR, Millermium Management, Z.TC, Millennium Jbiterncaionat 
Management, 1.JLC., Israel Engjlander, Terence Feen^ Fred Stone, and Kovan PillaL Investment Advisers Act 


Release No* 2453 (dec. 1,2005). 

^ SEC V. Hilary Shane, litigation Release No. 19227 (May 18,20005). 
^ Jesse Bisinger, Ahead of the Tape, WALL ST, J., July 30,2003= at Cl. 


SEC V. Scott R. Sacane, etal., Litigation Release No. 19242 (October 12,2005). 
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immediately understood? If this case were a movie, it would be titled^ The Keystone Kops meet 
the Gang that Couldn if Shoot Straight,^^ 


Condusion 

No new legislation or regulation can protect market participants from hedge fimd abuse 
unless the SEC does its job. By any measure, it has not. The SEC failed to detect that hundreds 
of hedge fcnds were siphoning billions of dollars from mutual fimd investors. It failed to detect a 
second pattern of hedge fund abuse—the PIPE insider trading. Its conduct and words give no 
reason to believe it will detect other hedge fund abuses of market participants. 

The testimony of Chairman Cox and Director Wyd^o inspires no confidence the SEC 
wiU, act more diligently to ferret out hedge fimd abuse. They were $800 billion dollars q^art on 
the amount of assets hedge funds manage. Neither mentioned that approximately one third of 
hedge funds, including many of the si^er-hcdge funds, circumvented registration. Both ducked 
questions i«Aether the SEC was able and ready to meet tbs hedge ftmd dhallenga Ms. Wyderko 
tried but could not cite a single case where the SEC demonstrated diligence or creativity in 
tackling the hedge fimd challenge. 

And then there is the obvious. One SEC investigatioii picked up the trail of several 
patterns of hedge fimd market abuse. One prong included suspected insider trading in 20 public 
companies. The other found evidence of numerous wash sales and naked shorts. Both prongs led 
to tb5 hedge fund’s connectioa with its prime broker. If it the prime broker was involved in any 
of the violations, as ^peazed to be the case, the investigation would have had implications for 
the whole hedge fund industry. In sum, It was the only SEC investigation to put a hij^ beam on 
the shadowy juncture where hedge funds and investment banks do their lucrative business. 

Just after the SEC authorized the investigation to be presented to federal prosecutors and 
the FBI for possible crimmal prosecution, senior SEC Enforcement officials stepped in and 
halted it. In so doing, the SEC has given hedge funds and investment banks notice that it will not 
police their joint activities. The SEC could do not greater disservice to other market participants 
and especially the small investor. This is not mere incompetence. 

It is not surprising that the U.S. Office of Management and Budget (0MB) gave SEC 
Enforcement its lowest performance assessment: “Results Not Demonstrated.”^^ According to 
the OMB, "^that rating indicates that (Enforcement] has not been able to develop acceptable 
performance goals or collect data to detennine whether it is performing,”^'* In shorl^ whether or 
not Enforcement performs is an unknown. And it is an unknown because it has no goals or data. 
That cdticism is aimed at the top, 


I also found one otht^ case the SEC brou^ agnfnst a small hedge fond and its principals for insider trathng, 
and two others brought against infoviduals who had their ovw tiny hedge funds also for insider trading; SEC v. 
Nelson J, Ohus^ SEC Litigation Release No, 19667, (April 25, 2006); In the Matter of Michael KLC. Tom, SEC 
Administtative Proceeding File No. 3-12233 (March 8, 2006); and SEC v. Gary M Kornman^ SEC Litigation 
Release No. 18836 (August 18,2004), 

http://www.whit6hoiise.gov/omb/eiq)ectiuore^dhtffll; Thomas <i Donlan, Delusions of Adequacy: How the 
Federal Government Reviews the Performance of its Pro^ams^ Barron^s March 6, 2006, at 50, 
^'^http;//www.wMtehousO-gov/omb/expectmore/aotped6bjfm^^^ 
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Is ibegce more hedge fbiid abuse ou ihe honzon? Logic says yes. Li the mutual fund 
scandal, hedge foods broke legal and motal bonndades to zmike biUions in ptofhs at the e^gpense 
of small itwestots. In doing sp, hedge fimds cx)i3q»umised two financial iDdustii<^'-inutuaI funds 
and brokers. It seems in^^laiisible hedge fun^ woiddsoddeidyiecogiiize^^ boundaries if 
other opportunities arose to make a &st dollar iwithout getfing caught. The PIPE cases are just 
one mote eixaix^ that hedge fimds break the law in i)acks. 

Very truly yours. 



Enclosuie: Letter fiom Gary L ^uicte to SEC Chahroao Christopher Cox dated 
Septeanber 2,2005, copies to fbe other four Camnussioners. 


CC: Ihe Hoooiable Senator Richard C. Shelby^ Chairman^ Committee cm BankiTig, 

Housing and UibanAffairs, 

The Houoiable Senator Paul S. Safbane$» Ranking Metnbeir, Committee on 
Banking, Housing and Orban Af&irs. 

AH Members of the Subcommittee on Securities and Investment 


